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155U. requinnl a inv_illtion and. IS '.p~ .for
rale ers. suspension of the increaa until~In~
!Ionpa~ completed or for the statutory period of fh.

monlhs.

$.......-baJId tlU..
305. The StcotUt ,"'*, NO*6 propoaed ~ tariftI

deer.inl ratlS by more tlwl 5 pawnt adj1uaed for
ch.n" in the PO would be ftted .on 45 clays' notice. IIId
would be accompani«t by •.sftoWtftl dW tM~ ~ter
the costs of prondinl semQ .nd .... 0CberwiII JIIII.
re.llOnable and nondilcrinliMlOry."J TM eomlllillioa
5U~ ;hat tbe a",. .,... COIl ...............
for ATAT shoulcl a1Io be IIIMI. dill SfMdud by wlUcll.to
determine whet.lMr LEC.propelld ,.. wen pndMo~,
low.- This proposal sumu~ \Duell c:om~t. wath
YI'WS ranpnl from tboll oPJlOlU'l .y ...rictlOll on rIM
dec"" to tbole -.nina tbat Iddkional I'IItric:UonI aren.....,. or that below~Dd fUinp mo\lld fIlce tndi-
tional. r.te of return reaullltioa.

306. The LEO lie divided in opinion on this propouJ.
Some oftler qualified support.'" LEC opponeall of our
bilow-bend propoaaJ __ tMe no ~DI Oft down­
ward price movements are ,.." I 'J. T1wJ ... t_ if
there were an inc~ in tbe Pel. our pro,...t below­
band standards ~uJd efIIcriwlJ ..... the limit of tbe
lower band. thereby driYinl ,.. wlUcb wen prniouJy
jlllt inside the lower limit down below it.... Two LEO
Iflue that th.re should be no lowr bad restriction at
alt.'"

301. Other oppon.nts of the propcllld t~nl of
below-beDd tarifts 5&Ite tb8t it is bIIIlIl OD tbe erro....
_umphon t1UIt keepiftl prx. .,.. .... .-iIb1e
CDIl will eliminate lbe JlC*ibiJity of ........., priciJll.­
This may be lrue in I competiaiw marUI. I....
comrrtenten 51l". bUI .h.n LEC mo~y POWI'. I
more coaservlli.. approecJt is wvraated.-

308. Other parties -.n thai tbe LEO .... in eftIct
demanelinl 51~mlined ......" for au rate reductio , rt-
prell.- of mapillide. for tbe purfOee of in
predatOry priciq. 1'heJ betiew tbM tJIe IdopdoD of an
avenp variable cost standard • tM belli for penIlittina
below-band rala wiD remo.. lbe '- .-i.. of~n
'llinst anticompetili.. beha-.ior bJ tbe LEO.'" 0­
:ommenter concludes t_ ....... coatiJl. to IlIIIIjIea
below-bucl rate redYClioas 10 tNlIiIioMI tIriff ,....",
includinl 11Ie cost support reqllirelMftts of Section 61.31
of our ltu1el....

309. We beU," that nee red.... In ...,.11, ......
ficitl to COM1l\MIS IIMI, .... 0-. I_DOt. are 1I11dl1r­
taun for compeddw r_. PI "lory pricilllo tIlouIb
oft.n al1epd, is ""1, _ proWil c:.. are
r.....•10 FlirtW. our U!C lInICt1Ire~
tM alnldy II.Il1iUlJ OOC~ 01 prtdIIioa. We In
con'riftCad lhat below.... iIMrolIuced \lDder
ollr price e., ".. will ltI'CMlO itiw tMn
pndatory; no , Ilaw dIcidId to on tbe side
of caullon IIId DOt beIow1Mlnd .,..uw
lIritf reYiew. TlwtIore, ~ a wfIidl rt-
qllir. supeUion oaly of ,.. wlUcJl In • low
that lbey c:u be ,..... to be pedtiw.

310. We beliew tMc COIl~ jail
stICh. stIAltIrd. W1liJe diae oa tJIe poi" It
"1Lic1l pr;e. ClIft be pI'IIUIMd ~, IIId oa dill 10" of
IIttent in fllldini antitrllll YioIMiou:tJ tJIe q..-ioll

wheUler~ are below marpnal cost. or its 5urrople.
I~ Vlrilble cost, is centra! to the determiaacion of
whed* prices are prtdato'J. In Idoplinla..,. variable
COIl •• tIri« re~w unclard. we do nOI ftnd thlt III
r'" which cover a..r. variable cost are nee.arily
jlUt. reaeouble, and non-discriminalory. Pelition.n may
be IIbIe to show lhat there is rClSOn to inqstipte a rate
-..- wbich we permil to 10 inlo effect after 45 clays.
eoaapetitOn can abo file complaints a11CJiftl predllory
prieiq. In eilber '*C. it mipu be poIIible to show tbal
lbe *'Altinl rate is above I..r. variable COlt but none­
I.... prwdatory uinl relevant antilnUC analysis and
precedal.

3I 1. We accordinpy direct all LECs seekinl to intro­
duce beJo~ raM *uctiODl to fil. th.ir Iraasmittals
Oil 4' clays' nolice. 1kIow-band rate flJinp must be 1lC'
com.... by • sbo.n.c that th. rates cover the cost of
semce IIId are olberwiJe jllSl. reasonlble. Ind non-dis­
crimiueo'J. In re'riewina theM tarifts, we will employ the
.,.. vuiable cost suDdard to determine whelher a
beIow-beDcl redllclion should be suspended pendilll inves­
t_loa.

"New aM..-.......1InfaI
312. III tile S«ONi ,."., NOIkr tbe Commission pro­

,...t to disriap_ .....a new and restructured
.,... and to treM lhem IS lhey are treated under
ATars price cap p•.m Some peru of the propoal
drew 1i«1e commenl (r.,., definitions) while oeben stiJDu-
I8IelI a *po".•Iow. we eleftne new services _
.., I" 1M fUll of .mce oftllrinp a¥lilable to
c (L,., all ..... oftllrinp r.main amiable). We
debe~ ...,... • any that modify a method
01 c...... or proYilionlftJ a semce thal docs not result
ill • net i8c~ of~ options a¥lilable 10 cUSlomen.
w. aIIo dacide that new .me. will not be incorporated
inlo 1M price cap syIteJIl immediateJy. but will be in­
elUidad in dill LEC's cap in Ihe tint annual price cap
la'ift lUifti.r tM c:ompjetioll of tbe bale year in whic:h
tM new tenicII becolMl eft'ecti... Finally, we conclude
t.IIlM .-ruct1InId seme. will be filed on 45 clays' norice
aad ... demonstrate compliance wilh the price cap and
budiftllimits of the MsUt to which they belolll-

...........
313. Tbe propoal to dillinpish ......n new and
~ .me:. in a IIIIIUMl' identical to Ille u.c­
... 01 DeW aDd I'IItnIC:tUJ'ed .me. 0..... by ATaT
... priIle caps drew little commellt.'" Some of the
OOIB...... rUltilli to tJIe propoled definitions concem
IMItIIn IIOC dinctJy re.... to price cap replatioll!l.

314. New lIId~ seme., beca.. lhey
p..-. dI8IreDt --. \DUll uftderlO .,.,... Ionu of
......., ...,.. It is important. therelore, to let •
........ for dill.Wtina lhae senicu from one an­
odlw. W. will COIIIilIer IS new, senie. whicJt add to lhe
.... 01 opdoaI alNIdy available 10 cllSlOmen. A new
.... .." bul ..... DOt, iJIc1ude I new lechno. or
,........ QlfNIIri1ity. Meay new servic:a are. in ..oce,
re-priaIld wrsioDl 01 UNIlty-aistina .me.. It is i~
... .... • carrier to ~ I Wholly diflerent form of
............... .mo.. As Ionl • the pre-cxiItiftI
.... is ItiU~ .... lb. ran. of aJlftftali"S ImI­
... to c:oa.JMn is iM:nl••d. we will cialli" lhe .me.
_ DeW. ~red~ on the Olher hand. inyol..
the ,...,.......nl of ailtinl services. Carrien can
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- . 's su....ion that we dtr.r consideration of thisAtlantiC . The ..
rule to our pendiaa Part 65 pr~lIl" .t.rmmat.lOn
f rate of return rqulation for Protc• cap carn~ r~uues

o e make proYision for poIIIbl. o~ee.rnulp In thethai 91 . _..... • ....._

I enforcem.nt period I_Ull 10 pnce cap rep_oun.
tina W'· _..t' _ ..Iso reject US est s SU_lOn r..__lJ'l reo
:e~ beClUSC we believe that prospllCtiw Pel edjustments

n simpler for us 10 monitor, ..icr for the aftected LECs
are·mplement. and considerably limit the potential for
to I , .. [ Idd" .disCrimination amon• rat.payen. .n 1t1O!'..... rlt)lCt
lie su...ion of US West lhat IhlS CommlSS1On lacks

I thori'" 10 order refunds except where I carrier "-aU'J . and ....... ....
ro~ a rat. Incr... aft accountlq or.... .-
~n entered."1 We wisb to make c1••• _ we ha.. in
earlier proceedin.. lhat our refund luthority under Sec:­
tion 204 is not limited 10 such ~.HI 'e:t that our
refund luthority extends beyond Sec:bon 204.

V. LEGAL AtrnIORITY
401. In adoptinl price cap r'l'llation for ATAT, the

Commisaion expll!ined in detail the I.pl beIis for its
lCtion.'1O We concluded. iIIU, •• that: (1) substitution of
price cap relul.tion for tr~itional rat. of return.~
tion 9181 within our authority under the Communac:ahOns
Act; (2) price cap rep1alio~ would comply with the ~'s
requirement Ihlt ratel be JIIIt. ~Mble, and DOll....
criminatory; (3) our no-suspellllOn 10M approech to
price cap relulatioD .. consiltCDt with the Act Ind
rel~1 judicial authority; (4) I rate prelCription ". not
required in connection with our UIC of aisdq raMI; and
(5) a '* 1«10 rite pr..criplion heel not bee1I undert8ken
in connection with or no suspension zone approllCh 10
price caps. Consistent with our telltatiw conclusioll in the
5teONl FWfIN, ,v0li&. that ~rice cap r.lIdon of local
exc~ carriers is lawful. I we conclude. for the rea­
sons • forth there and supp.....nled below. that the
LEC price cap plan adopted today is. witbin our IepI
audlority under the Act. and that it will ..ure that LEC
inlenaate rates r.main jlllt. rUlOnable. and Ilon~ilcrimi­

nllOry.
402. The primary beIia for this concllllioa is that our

price cap p&an for the LECs y trecks our ATAT
price cap p&an. Both p lIN I sa.-Iined taritf
rmew~ with suspeftlioft ud ftOoSUIpIBtion .
baIUts. service eateFriaI, ud .... to .....
precipitous price chanpl for perIicu_ .me.. _ wli •
a price cap rormv.la tbat is b-a on ..... rMM,S72
reflects cost chaftlll and includll a Co~ ~\ICd••
ity Oi.ideftCI that reqlIires carriers to i~ dMir pro­
dllClivity abo.. biIIoric:al ...... to .......... 01 the
illcnesed flexibility proWled by the prioI cap ~.
Several parties repeat I. .....1MftII prmoualy rejacIed
in lhe contat of the ATAT p&all. but lbay do not a,lain
wby our 1-..& conclluioes in tUt COIl_ WIre wroq or
are not dircJy appIic:.tble to priGa ~ lor L£CLS13
Accordinpy. we apin reject thclel .....nll for the ,...
!OM. forth in the ATAT Pric. C. Or*r.

403. Compored with tile price cap , .. we tor
ATAT. we ha'ftl added OM IIlIIIIilionll to our
LEC plall to pond to the COMII"ft t _ d.....
,......y." lIllY not be to ,..lICtiYicJ
n,ar. IIr the LEe. in wIlich we ,....., the ...
hiIb .... of conftdence as we ha.. in lJle prodUCltiYity
ftpn chOlen for ATAT. As a ....11 of dUI concem, there
is !O_ risk that relyin. !01.ly on the approech taken in

the ATAT p&an could rault in a particular LEC carninl
increaed profits that are not nec_rily lied to inc,...
in productivity. Accordinaly, we haw adopted a sJwina
mechanism. deIl:ribed in detail lbow. for carriers that
CQmply with priee cap eeilin•.m By sellinl an upper
limit 011 LEC profits and Iddinl an additional mechanism
10 ensure that ratryers directly benefit from any in­
cr_ in proths,'7 we are funher ensurin. that LEC
rates will remain within a zone of reasonableness.

404. We adopt the sharinl mechanism punuant to our
..nerel Rule Makinl authority contained in Sections 4(i)
alld 201-203 of the Act as w.1l as our prescription author­
ity contained in Sec:tion 20S of the Act.'" [11 addition to
lhe sharinl mechanism. and under the same authority, we
hive included in our LEC price cap plan a low.r elld
Idjusunent rnechaDism consistent with our obliptioll 10
ensure lhat LEC rates are Ilot CQnftscatoryY'

405. We disapee with those who arpe thlt our priee
cap plan falls to _ure just and reasonable rates because it
doeI not ~Ultely take carrier costs and profits into
KCOunt.S79 As we haw .xplained. price cap rates do
reftect costs and taJte prOfits illiO account. albeit ill a
difllNnt manner lhan do rat. of return ratel. ,ao Our
decision to modify the manner ill which we take costs
and p,:ofits into KCOunt is bued on our analysis that the
price cap COlt benchmerk will produce efficiencies
ullatllilUlble in the prior replatory system. alld is fully
supported by relevant precedent."1 Furthermore. the rela­
tiw I_nee of competition compared to the
interellChaqI merkel is not Il I.p! bMis to block price
cap reform for LECs. as SOllie haw cltimed.HZ Price cap
rep.lMion for ATAT was not predicated on the exist.nce
of competition, and !lOmina in th. delian of LEC price
cap replMion is predicated on the exiSlCllce of competi­
lioll for interstate access services. [n met. the absence of
compelilion is one reason we decided 10 employ the
NcIuIop of • sharinl mechanism to prevent even the
potIibUity of UC08i"e mO!lOpolyaminp.'"

406. With respect 10 costs and profits. we will continue
to rely. _ we do with AT&:T, on the Sec:tion 204 inves­
li..lion IDd Seetioll 208 complaint proc.... as part of
our pIM to ensure just. reuonable. and IlOIl-discrimi­
IlIIOrY rates.'" In Iipt of our selecdoll of the shariqlDd
adjustment mechanisms, complaints claiminl that owrall
colftllUy earniJllll that comply with the sharinl mech&­
!liB an UCMIiw in view of COSts will not lie. Since our
slulriDt JMChaDism doll not relate to specific rates. how­
ever, colllplainll that particular rateS Ire unjust Ind un­
~... in lipt of the rete.,.nt costs and profits. or
that they are .dilc:rimillltory, may cOlltinue to be filed. In
addition. if a LEC does not Ippear to be in compliance
with the sUrinl meelWlislll. its tariffs would be subject to
in..ait!MiOn and suspension pendiq In inquiry illto the
atent to which its price cap indexes had been sufficiently
redlaad to properly account for its hislorical carninp.
CodiplaiaCl could .. be fUed in this c.e. Similarly, if I
LEe .. been permined 10 cherp abo...cap rl_. the
slllrinl mecJaaa.ilms would IlO 10..... Ipply. and the
LaC's~ would be subject to complaint on the HIis
thai !My .... unjUlt and ullreaonable in Iipt of the
CW'l'ftl rMe of retum pnlCripcion. Thus, our invest...
tioa MId com'''ntP~ will remain important tools
in ellllUrilli jutt. reMOnable. Ind Ilon~ilcriminatoryra••
and in monitorinl carrier costs and profits.
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III.

Tne Co-ai•• ion allo ••eks ca.aent on the followin9

"8as.line I ••u••. " Notic., para. 36.

A. Universal Service anf the .11.

The be.t and loweat-rl.k approach to building the NIl

would be .imply to r.-ov. the pr••,nt disincentive. to 40ing 10.-These di.incentive. include the 'harin, -.chani.." (which taxes

the return. on any inv••e-ent in the network, and aak•• oth.r

investaents see. artiflcially acre attractiv.); arbitrary

reductions to r.v.nu.I (Iuch •• the current productivity tactor),

which reduce internally ,enerated lund. tbat could be u.ed to

.ak. productivity-enhancin9 inve't..nt" .nd re.trictions on

pricin, flexibility and new .ervice off.rin,l, whicb penalize

~onsumers .nd retard innovation and responsiveness.

we beli... the bi't.st disincentive to buildin9 the NIl

lie. in the back.top ..ch.ni.... Th.y confer artiticial

advaata.,. and dlaadvanta,e. on the current provid.r.: we sutt.r

froa ••rDint. l~t.tlon. our ~titor. donft have, which

incre•••• our COlt of ca.petlft9. OUr ca.petitors don1t have the

a••ur.ne. of the L''', which incr••••• th.ir buain••• risk

relative to our.. While 1.v.lin9 the playin9 field to put us and

our cc.petitorl on the la.. footin9~ eliainatinq the baCkstop

9

•
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mechanis•• would also remove I great disinc.ntive to etticiency

and in"••t_nt.

Earning- limitation. aiscouragl in9••t..nt. in the

American network ot the future by Ixpre••ly limiting the

potential return to inve.tor.. The pot.ntial teleca-aunieationa

investor will co~re the return. on r'9ulated setvicea in

Aaeric& to unrelulate4 aelviee., a. well a. tbe returns available

in America (whete .arnings are liaite4 by tbe price cap rule.) to

the teturn. available el••whlre (Iuch a. Japan, Glraany, or the

O.K., where earning. are ••••nti.lly unliaited). It t.kes little

financial .cUllen to re.lize that inv•• t:1n4 in the "quIated

servie.. of the LEe. will probably not produce the gr.ater ~

return.

In .arli.r decade. it alght bay. been said th.t tbe low

return realiaed by tb. LaC lnv••tor va. ca...n.ur.te with low

ri.k. Th.t's no longer the c.... Inve.tors perceive our level

ot riak to have ri.en (... below, p. 39). They .zpeet a

c~n.ur.te r.turn -- a return Which, with .haring liaitations,

i. difficult to provide th.. no ..tter how efficient we becoae.

It Ihould cc.e •• no surpri.e if inv••tor. s.e .ere ri.k in 'our

bUlin••• than tbe Ca.-i••ioft doe.. Inveltorl focue on future

r.turn., not pa.t teturn.. Th.y know that even treater

ca.petltioD will develop t~rrov. Fra. their point of view,

waiting tor loaa id..l degree of ~tition to "4evelop· before

aakinq IYb.tantial chan,.. to tbe rul•• would be closing the barn

10
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door .tter the horles haV8 fled. The investment dollars will

already have flowed el••wnere. 10

Sharing .1so detractl frca conauaer welfare by giving

some provider. -- thole who share in our .arnings but don't have

to share theirs, who benefit troa a.,...tri~al fe9ulation

via-a-vis the LICa, and who are fre. to discriminate and to enter

and exit aarkets at will -- finaneial Ind ..rketing advantage.

over us that ~Ye nothln9 to do with gre.ter efficiency or

rea,onlivene•• to cuata.erl.

Building the WII i. 900d buainell a. well as 900d

public policy. We have ..ny oa.petitors who'd like to build it

before we do. Theylll ar9ue that our ability and incentive ~

inveat in our networka needa to be con.trained. Por our

cc.petltorl, Iharing kills two Dlrd. with one stone: w. are

further con.trained fro- Duildin9 tbe NtI; the% build it wit~ ~

revenuel. Con.g..rl are har..d when retalatorl create artiticial

advantag•• and di.advanta,•• for ca.petitors. Inefficient

prOVider. are encouraged to enter ..rkets, and conaumers .a •

whole pey hither pric... aegulatory oversi9ht will remain

appropriate for the Ihrinkiftg nuabet of aonopoly ••rvices. But

-..nagad ce-petitlon- g.nerally bar.. con.u.ers .are than it

b.lpa tb_.

In return for an .nd to abarin9, we ar. willing to

forego the allurance of the LPAM and ..ny exog.nous eost

adjuat..nta. After all, we believe that. good r'9ulatory plan

10 lee Darby ".ociat•• , ·Pric. Cap .efo~, rinancill
Incentive. and Lie Inve.t..nt," fil.d with OBTAI. Comaentl in
this dock.t.

11
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i. one thAt recoqnize. the incr.aaing riskin••• of inveataent

decliionl' protecta cUlta.ers fro- the riak of inve.t..ntl that

aay turn out to be uneconomic or unluccessful; and prov14el

shareholders new ineentivea to attract lufficient invelt..nt 10

the pub11C telephone network. To ..et tho•• objective., tba plan

must al.o shift the risk of poor investment d.eiaions and the

rewarda of 900d lnvelt..nt decision. to sbareholder.. The LFAM

Should not be eliminated unl••• aharing i. allo eliminated: the

incr•••e in our downsid. ri.k mUlt be balanced with an incr.ase

in potential returns, or lnve.tor. will take their ~ney

al••where.

Originally, the ca.ais.lon adopted the backetop ~

.-chani... becau•• it va. concerned that the uftifora nationwide

produotivity factor it selected for price cap LIC. would not be

"perfectly accurate.-11 If that factor wa. too low, Shar1n9

would off.et it~ if it va. too high, the LPAM would r...dy it.

Altnou9h studies have not borne out tbe Ca.alss1on'. original

concern -- they .how the productivity factor wa., if anything,

too hith12 _. v. believa there i. an independent, oritical re••on

to eliainat. tbe baak.top ..abanl... , they are a deterrent to

aaking the in••lt..nt. needed to build th. NIl.

11 "un.1II IlUl~ftill9 It,•• for DaIIiMnt c.C'riers,
5 Pee 1cd:-t7ll, para. ~J.

12 1... L. R. Cbr Ite_D, P. B. Ichoeeb, and II. I. Meltzen,
-Productivity of the Local Operating "l~De C~ni•• Subject
to Price cap Relulation,· tlled with u.,a I ca...nt. in thi.
docket.

12
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requlation i. always a .econd best alternative to competition, it

nonethele.s is critical to duplicate the incentives and benefits

of a competitive market to the fullest extent possible. With a

plethora of alternative investment opportunities available, LEes

need the incentives that a competitive market would provide to

.ake economically efficient investments in an advanced

infrastructure. And with competitive pressures .teadily

increasing, LECs need the flexibility to compete on even terms

and to introduce new and innovative services. Only then will

they be able to deliver the full benetits ot the information age

to consumers.

The current price cap plan do.s not provide these same

benetits. The current plan retains vestiges of rate of return

requlation that present all the pittalls of a cost plUS system of

government contracting. It blunts efficiency incentives and

fore.talls economically efficient investment. The current plan

also incorporates intrusive and redundant regulatory controls

that deny LEC. the flexibility they need to compete and inhibit

the introduction of innovative new .ervice.. Ironically, the

most competitive services are SUbject to the most extensive

constraints. As a result, it denies consumers the benefits that

would result from a syst.m that accurately duplicate. the

incentives of a competitive market.

The solution to these problem. is four-fold. First,

remaining elements of rate of return regulation must be ~

eliminated. This means abolishinq the sharinq and lower-bound ~
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adjustment mechanisms, and permitting LECs to adopt market

depreciation practices. This will give LECs the incentives to

make economically efficient investments, while placing the risk

ot these investments squarely on the shoulders of shareholders.

It is the same approach the Commission has already adopted both

for AT'T and tor the cable TV companies.

Second, the productivity ottset must be brought into

line with the average productivity ditterential historically

experienced by the industry. As demonstrated by a direct measure

ot LEC total factor productivity growth in the period since

divestiture, the current oftset is roughly double historical

experience. The year-over-year price reductions required by this

otfset have forced LECs to aggressively cut costs in an effort to

keep pace. Ouring the initial period of price cap regUlation,

LECs did so by squeezing out inefficiencies during the transition

from rate of return regUlation. This resulted in the loss of

thousands of jobs. But by the end of four full years of price

cap regUlation, the.e inefficiencies will have been wrung out.

The .ame rate of cost reductions cannot be sustained in the

future, and the artificially high productivity differential in

the current plan cannot be achieved over the long term. On the

contrary, LEe productivity growth will likely decline in the

years ahead as competition intensifies and business is lost to

other providers.

Third, the Commission should remove competitive, new

and discretionary services from rate and price regulation. This

-1ii-



is in line with the risk involvea.~ The result will be to

pro.ote infrastructure investment to the ultimate benefit of

consumers, and to proauce economic development ana growth.~ And

by eli~inating the lower-bound adjustment, a pure price cap plan

will place the risk of this investment squarely on the backs of

shareholders.~

Second, adopting a pure price cap plan removes any

conceivable reason for maintaining an archaic three year

depreciation prescription process that artificially inflates LEC

earnings, and unnecessarily burdens the Commission and LECs

alike.~ By producing artificially long depreciation schedules

that are out of touch with the marketplace, this process also

adds to the disincentive created by sharing to undertake new

investment. 3 As a result, LEcs should be allowea to propose

U In contrast, a sharing mechanism acts as a brake on
LECs' incentives to undertake this investment by arbitrarily
limiting the return that can be earned in exchange for taking
this risk. itA Harris StUdy at 20. Sharing also limits the
ability of LECs to raise the capital needed to fund these
investments, since LECs aust compete for capital with unregulated
fir.s and other regulated firms such as cable ana AT&T that are
not limited so. Like rate of return regulation, sharing
encourages LECs to invest Where they do not face the same
constraints, whether overseas or in unregUlated areas.

Harris Aff. at 20-21; WEFA Study at 1-2.

Harris StUdy at 20-21.

~ The Commission previously declined to permit LECs to
propose their own depreciation rates, but recognized that a
different result a.y be appropriate once sharing is eliminated.
SiaplificatiQn of the pepreciation Prescription Process, 8 FCC
Rcd 8052, , 43 (1993).

Harris study at 21-23.
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LEC. the r.qulatory certainty th.y n••d to make lonq tel

inv••tment d.cisions.~

B. Th. Commission Should R.j.ct Attempts To
Oth.r Alp.cts Of Rat. Of I.turn Requlatic

Th. Commi.sion al.o Ihould r.j.ct attempts to

oth.r aspect. of rat. of r.turn r.qulation.

In particular, includinq a on.-tim. pric. adj\

.xa.ination of LEC .arninq. al part of the curr.nt r.viE

inappropriate." Any action baled on LEC costs or earnir

d••troy the very incentives that pric. caps s.ek to cree

The ."saqe to LECs would b. that un.ucc•••ful efforts t

innovate and become more efficient will be rewarded witt

rat•• , while successful efforts will be puni.hed by

r.qulatory attempts to r.capture the benefits with redue

rat.s. In short, this effectively means a full scale rE

rate of return requlation and all the harmful incentives

creates.

~ Harri. Study at 30-31. C.rtainty in the requla·
.nvironm.nt i. critical to LEC. and th.ir competitors al
th.y are to acc.pt the .iqnificant .ark.t risk involved
inv••tinq in an advanc.d infra.tructur... Id. It al.o
critical to provide the .tability th.y n••d to pursue ee
and other public policy initiativ•• , for example by fine
to .n.ur. that school. and cla••roo.. are connected to t
advanced information infrastructure.

37 iaA NPRM at , 46.

31 Harris Study at 30-31; NERA, Economic Perform'
the LEC Price Cap Pl,n at 25-28 (submitted in support of
this proceedinq) ("NERA Study").
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Likewise, adjustinq prices for chanqes in interest

rate. would be a step backward toward cost of service requlation,

and should be rejected out of hand. N Moreover, such an

adjustment would serve no purpose. The inflation adjustment and

productivity offset already serve to adjust for overall cost

changes on an ongoing basis, including interest costs.~ As a

re.ult, the effect of adding a separate ongoing adjustment factor

for intere.t costs would be to double count the.e cost., and to

skew the efficieney incentives from price caps.4t

C. The Commission Should Adopt A Corrected
Productivity Offset

The productivity offset of 3.3 percent included in the

current plan SUbstantially exceeds the productivity qains

historically experienced by the industry.42 The year-over-year

HERA Study at 25-28.

~.

41 IQ. In contrast to an ongoing adjustment, a one time
adju.tment would unfairly reward or penalize LEC's by locking in
interest rates at a .ingle point in ti.e. Interest rat•• are
cyclical, a. the r.cent upturn in rate. d••on.trates. Vogel,
"Investors Ar. Shrouded in Int.rest-Rate Gloom: Jobs Report Seen
Pro.pting New Fed Action," The W.ll Street Journal at C1 (May 9,
1994). Locking in current rates would unfairly penalize LECs as
rat.s incr•••• in the future.

42 The current offset is compo.ed of two parts: An
estimate of historical LEC productivity growth of 2.8' and an
.dded consum.r dividend of .5'. The 2.8' historical .stimate was
based on a pair of studie., one long term and one short, that
atte.pted to indirectly estimate LEC productivity based on
inco.plete data. LEC Price Cap Order at 67-98. Because the
Commission concluded that neither of those particular studies was
an adequate basis to set an offset, it selected a number at the
midpoint of the range between the two estimates. ~.
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Ie BACKGROUND, QUALIFICATIONS AND SUMMARY

(1) My name is Alfred E. Kahn. I am the Roben Julius Thome Professor of

Political Economy, Emeritus, at Cornell University and Special Consultant to National

Economic Research Associates, Inc. My business address is 308 Nonh Cayuga Street,

Itha~ New York 14850.

(2) AmoDi the experiences of mine most pertinent to my submission in this

proceeding are that I was Cbairman of the New York State Public Service Commission

between 1974 and 1m and of the Civil Aeronautics Board in 1977·78; I am the author of

the two-volume The Economics of Remlatjon, published originally by John Wiley & Sons

in 1970 and 1971 and reprinted in 1988 by The MIT Press; I have written and testified

extensively on the subject of telecommunications regulatory policy and published a book

and numerous anicles on antitrust policy. I was a member of the Attorney General's

National Committee to Study the Antitrust Laws and the National Commission for the
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the complete transfer from ratepayers to shareholders of the risks and benefits of

unsuccessful or successful performance. The longer the interval between reexaminatior.s

of the price caps and the Voider the range of achieved rates of return that regulators. t::e

utili,\, companies and the public can tolerate. the closer will be the approximation to the

workings of competition. The ultimate reform is. clearly, to sever the link between costs

and rates and to subject the LECs to "pure" price caps, just as the Commission has already

done in the case of AT&T and the cable industry.

(21) The extraordinarily great imponance of innovation in telecommunications

provides the strongest reasons for eliminating all vestiges of rate base/rate of return

regulation. By narrowing the range of profits that companies may expect to obtain from

such ventures--and, as pan of the same process, by typically permitting the current recovery

of depreciation at rates widely recognized as unrealistically low for industries subject to

rapid technological change13--those remaining elements of rate of return regulation tend

to inhibit the undenaking of risky innovations.14 This damping tendency is accentuated

by the understandable reluctance of regulators fully to pass on to ratepayers the sometimes

very large costs of ventures that tum out unsuccessfully. Those remaining elements

therefore have a tendency not merely to narrow the range of expected profit outcomes but

to do so asymmetrically-giving rise to an expectation that risk-taking companies may be

denied the ability to recover the costs of unsuccessful ventures while being denied also the

ability fully to retain the offsetting profits of successful ones.

(22) The competitive ideal is that risks of innovative ventures be borne not by

ratepayers but by investors. In this model, ratepayers are not required to bear the losses

stemming from unsuccessful investments; by the same token. neither are they permitted to

appropriate the profits stemming from successful ones. The converse of this proposition

13See Kab.D 1M EcDttDmics O/1f4uJ«iOll, Vol. 1, pp. 117.122, "Depreciation Policy aDd Technological
Progress: aDd VoL 2, pp. 146-47, 149-50.

1"I observed this tendency more t.bu 20 years 110, while at the same time offeriDa the opinion that its
practic:.aJ effect was probably siipI. .Dzid.. Vol. 1, pp. 53-54. This was however before some of the large write­
offs of the 1980s. See al$Q CraDdall, After the Brellkup: U.s. TeiecDmmuII;caliOllS ill a More Com~titi\'e Era.
Washington., DC; Brookings Institution., 1991, Chapter 3.
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is of course that if the risks are to be borne by the investors. they must see the opportur.i r:
of retaining .the supernormal profits from successful ventures.

(~3) ~'e have in the last very few years experienced a growing public recognition

of the very large benefits to the economy at large of encouraging major investments by the

telephone companies in what it is now a cliche to refer to as information superhighways·­

requiring very large investments in the digitalization of their networks and conversion to

fiber optic transmission--while avoiding the imposition of unreasonable burdens on the

subscribers to basic service. These investments--and the public's attitude toward them--have

several characteristics arguing strongly for taking them fully out from under any remaining

elements of traditional rate base/rate of return regulation. First, they are very large and

very risky: their profitability will depend heavily on their ability to deliver new, diversified

services the demand for which is highly uncertain and the offer of which may well be highly

competitive. Second, despite the widespread conception that a modern electronic highway

is likely to have very large external benefits to society at large-in terms of reducing

congestion. saving transportation costs, permitting the superior delivery of such heavily

publicly-funded services as education and health care and contributing powerfully to the

increase of productivity and international competitiveness-there is a great reluctance to

expend large sums of public money on their development. This is so not only because of

the ubiquitous constraints on government budgets but also because of the inevitable

uncenainty, in an environment of constantly changing technology, about the wisdom of

particular investment proFams. The third factor is the preoccupation of public policy

makers with keeping the price of basic telephone service low and affordable. so as not to

jeopardize the UDiversality of subscription to it, and so with not permitting these

investments to impose a burden on basic rates.

(24) These coDSiderations lend added weight to the reform of the present LEe

price cap plan that I have already recommended-substitution of a pure price cap on

services for which competition has not fully developed and that we are determined to keep

affordable, regardless of what happens to overall company costs and revenues. Such an

arrangement has the vinue not only of protecting purchasers of the latter services from the

outcomes of these huge new investments and the profitability or unprofitability of the

services that they promise to be able to deliver; it also has the at least equal virtue ot'
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placing on tbe shareholders of the private.companies the responsibility and the risks Of::-'~
major new investments requIred. along wIth the undduted incentIve to assume those riSkS)

because they will profit fully and without dilution to the extent the investments prove

successful.

(25) Pure price cap regulation has the additional great virtue of making it

possible to relax the restrictions on the ability of utility companies to compete and so

mitigates the distortions of competition that those restrictions entail. Under rate of return

regulation--and, to a lesser extent, under price cap schemes that retain elements of rate of

return--there is always at least a theoretical possibility that the utility company. having

reduced the prices of its competitive services. may be able to return to the regulator and

obtain the right to raise prices of its less competitive services, in order to enable it to earn

at the authorized level overall. This danger in turn provides the rationale for regulators

setting floors under the competitive prices, with the enthusiastic suppon of the utility

companies' rivals. floors typically above incremental cost-in order to make a "fair

contribution" to the company's overall revenue requirements--and therefore at potentially

inefficiently high levels.

(26) This is not to deny the possibility that unregulated companies as well may

engage in predatory pricing. What makes no sense in unregulated markets, however--and

also makes no sense under pure price caps-is cross-subsidization: there is no reason for

unregulated firms not to have set the prices of their less competitive services at profit­

maximizing levels already and firms subject to pure price caps not to have set them at the

most profitable level permitted by the caps: In both situations this leaves no opponunity

for recoupment of net revenue losses flowing from predation. We do not in unregulated

markets guard apiDst possible predation by setting floors under the prices of competitive

services: it is widely recognized that such a practice would be far more likely to suppress

competition, on balance, than to protect it. It is only the presence of rate base/rate of

return regulation that creates the possibility of recoupment and therefore of cross­

subsidization.

(27) The obvious solution to the problem of potential cross-subsidization.

therefore, is not to put Boors under the prices or otherwise hamstring the telephone

companies in competitive markets but to abandon any remaining elements of rate base/rate
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and Aa.oci.t••··indicat•• the dift.renti.l .inee tdiv••titur.

bea..en LEC productivity gaina and th08. of U. s. indu.try as a

whole has been only 1.7 percent." Whil. the Chri.te••n study

_ore aocurately r.fl.cts LECs' experienoe .inc. div.stitur., us.

of this low.r productivity factor in the price cap plan _iqbt

also provide a r.tionalization for continued use of a sbarinq

adjusblent in the LEC pric. cap plan to 9U.rd aqainst the

pos.ibility of a LEC windf.ll. Aa such, U S WEST believ.s the

bett.r coura. of .ction is to leave th. productivity f.ctor

uncbanqed and .li.inat••barinq -- d.apite the fact that LEC.

will find it more difficult to achi.ve the .... level of

productivity qain. with increa.inq ca-petition.~

U S WEST oppo... any adjust.ent to the price cap fOr8Qla or

price cap rate. to refl.ct chanq.s in int.r••t rat.. or the co.t

of capital. Any sucb adjusblents would undercut price cap

raqulation and be a step backward toward rate of return
•

.'

.... USTA C~ftts at Attaem-nt 4, "Productivity of th.
Local Telephone Operatinq Ca.pani.... by Lauritis R. Christensen,
Phillip E. Schoech and Mark E. Jleitzen ("TFP StUdy").

BThe fact that U S WEST does not obj.ct to u•• of a 3.3
perc.nt productivity offs.t in th. int.r.tate pric. cap plan does
not imply that it is appropriate to us. this l.v.l for adjusting
intrastate (~, local exchange) rates in any intrastate price
c.p plan.

~. gr.at.st opportuniti.. for productiVity qains are in
the most dense markets (~, central business districts in larqe
cities). New methods and cost-saving technologies can be
introduced in these area. at a .uch lower per-unit co.t than in
les. dense markets. However, the most dense areas are also the
most attractive to coapetitors and the _ost likely areas for LECs
to experience co~titive 10..... A8 cu.to..rs in high density
areas are lost to coapetitors, the average density of LEe traffic
and services will decline. Consequently, LECs will have qreater
difficulty in achieving the same level·of productivity gains than
they did in the past.

16
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Anoth.r critical factor in d.t.raininq LIe incentiv.. and

pot.nti.l effici.ncy g.in. und.r a price c.p pl.n i. the l.nqth
.

of the plan. Thi. a••ua-., of course, that the price cap pl.n i •

• tabl. -- r_in. unch.ng.d durinq the t.ra of the pl.n.

SPR'. r ••••rch .nd the work of other." indic.te that 'fficiency

incentiv.s rise siqnificantly as the length of ten or review

period i. increa.ed.~ However, a. with everything el.e in

life, th.r. i. a tr.de-off for qreater potenti.l .fficiency.

That i., the longer the length of the plan, the qre.t.r the ri.k

of uncertainty. The ccmai••ion'. goal .hould be to balanc. this

ri.k again.t potential gain. in efficiency in .el.cting the

length of ti.. before the n.xt price c.p review. SPR suggests

that the review period should be 8-10 year. for a pure price cap

plan. 50

While there _y have been good rea.on to e.tabli.h a

con.ervative or relatively .hort review period at the

ca.aenc...nt of price cap regulation, this ju.tification no

longer exists after thr.e full year. of experience. 0 S WEST

beli.ve. that if the Ca.ai••ion adopt. a price cap plan which

accommodate. competition, .li.inate••baring and .trea.line. the

introduction of new .ervice., the plan .hould remain in place for

"1M Paul R. JOlikow and Richard Scbaalenaee, Incentiye
Regulation for Electric utiliti•• , Yale J. on Reg., Fall 1986,
at 25.

~SPR Study at 16-24.

SOIsL. at 20, citing to Richard SchIIalen..., Good Reporting
Regimes, RAND J. of Econ., Autuan 1989, at 417-35.

20
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Assuming that the productivity offset factor was set correctly in the first

instance -I.e., that it was a reasonable estimate 01 what, in a c;pst:pf:JCTyice

III1UItion tDyironment. would have been the LECs' productivity performance

differential versus the economy as a whole - then there is no reason for the

productivity factor to be adjusted. Rates under price cap regulation are

reasonable because the price cap formula precludes them from being higher in

the aggregate than they would have been under the prior regulatory scheme.

Moreover, the formula cu,raDtIIS customers rate deaeases in real terms. Every

year, prices &recapped at a level that declines relative to inflation. In return,

caniers are given the incentive to become more efficient than they would have

under cost of service regulation.

Certainly, it would be totally inappropriate and inconsistent for the

Commission to seek to ina-ease the price cap plan's productivity offset or to

require a one-time adjustment to the LECs' price cap index in light 01 perceived

LEC productivity ina-eases. The Commission set the price cap plan's 2.8% base

productivity offset figure as , reasonable estimate of what price cap LEes'

productivity performance would have been under rate of return regulation.

Assuming, for argument sake, that LEe productivity performance has ina-eased

under price caps, it is more lllcely than not to have been the result of the incentive

upects of price cap regulation itself. To require I give-back of those productivity

gains either via • one-time (permanent) reduction to the LECs' price caps or by

an inaeued productivity offset (whose effect is compounded) would impose

retroactively thev~ disincentives to efficiency associated with cost of service

regulation that price caps was supposed to correct. Certainly, if a LEC believes

that any effidency improvements will ultimately have to be given back, its

inclination to eng.ge significant resources in improvement efforts will be

-12-



c.'OlTeSpondingly redueed. The result would be a significant dilution, if not an '.

out-right eradication, of the efficiency incentives of price cap regulation.

Further, the Commission has asked whether it should adopt a mechanism

to adjust the plan to reflect changes in interest rates. The answer is that the

Commission already has a mechanism that adjusts the plan to reflect those

changes - it is called the GNPPI. Interest is a cost of doing business for all firms

in the economy. As CQlts change, firms adjust their Prices. Those price changes

are reflected in the c;;NPPL Interest rate changes are similar to corporate tax rate

changes. Even though the LEes cannot control interest rates or tax rates, interest

and corporate taxes are a normal risle of doing business facing all firms in the

economy. Since the Commission considers corporate tax rate changes as

endogenous, interest rate changes should also be considered endogenous. An

automatic adjustment to the price cap index is not needed for future changes in

interest rates since those interest rate changes will be reflected in the GNPPI.

Also, a one-time reduction due to the put interest rate changes is not appropriate

since those interest rate changes have already been reflected in the GNPPI. Thus,

no additional modifications of the price cap formula need be made for changes in

interest rates.

Bue11ne Juue 3c: The reasonableness of Price cap LECs' profit levels.

Y., price caps LECs' profit levels are reasonable. Moreover, in

amparison to the rest of the market, LEC regulated earnings are artificially

inflated by arbitrarily low depreciation rates. By way of example, if Ameritech's

interstate earnings were restated using the composite depredation rate of 10.3%

used by AT&T in 1992, Ameritech's rate of return would be about 400 basis

points lower than the return that was based on its mandated lower depreciation

rates and reported on Form 492A. And, in any event, higher profit levels are

.. 13 ..



exactly what the price cap plan anticipated. On the other side of the coin,

customers have benefited from the rate reductions effected by the plan; and it is

the rates customers ultimately care about - not LEC profit levels. Thus, there

.should be no modifications of the plan to adjust for any variations in LEC profit

levels from those prevailing at the plan's inception.

D. $harin. And lpw-End MJ»stmcnt Mechanisms

Baseline Iisue 4a: Whether the sharing and low-end adjustment

mechanisms should be realigned with capital costs.

Baseline Issue 4b: Whether the sharing and low~ndadjustment

mechanisms should be revised or eliminated.

Cearly, the sharing mechanism should be eliminated IS being inconsistent

with the incentive intent of the price cap plan. Its residual earnings regulation

character is a throw back to the prior regulatory regime and constitutes a

significant mitigation of the eHidency incentive aspects of the Commission's

price cap plan. Any price cap carrier's enthusiasm for a significant effidency
\

enhancing undertaking will be cooled by the knowledge that a substantial

portion of the benefits of that initiative will not be able to be retained. Moreover,

the regulation of carrier earnings is not necessary to ensure just and reasonable

rates. Rates that comply with the price cap formula are reasonable because they

have been kept in line relative to inflation - and in fact have been forced to

decline in real terms - by the Price cap formula itself.

1be original reason for including a sharing/automatic stabilizer

mechanism IS part of the LECs' price cap plan was a concem that the industry­

wide productivity offset figure of 2.890 might constitute a significant

-14 -


